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Chapter 3

1 Introduction

The private equity co-investment market has captured the attention 
of participants and regulators alike in recent years.  Investor appetite 
for co-investments has been on the upswing, with a rising number 
of limited partners (“LPs”) seeking to enhance their private equity 
portfolios by making deal-specific investments alongside traditional 
private equity funds.1  In response to increasing demand, many 
general partners and other private equity fund sponsors (collectively, 
“GPs”) have expanded their co-investment offerings and taken steps 
to foster co-investment relationships with strategic LPs.2  The asset 
management landscape has been transformed, with co-investments 
now representing about 10% of total private equity assets under 
management.3  The current period of growth in the co-investment 
market coincides with a time of intensified regulatory scrutiny of the 
private equity industry, a convergence that has made co-investment 
practices a focal point for the Securities and Exchange Commission 
(“SEC”).  With the co-investment landscape in a state of flux, GPs 
that sponsor co-investment programs must remain alert to changing 
market and regulatory dynamics in order to achieve their business 
objectives.
This chapter is organized as follows.  First, it briefly describes 
co-investing and the reasons for its rise to prominence.  It then 
discusses the current regulatory environment and examines recent 
comments from the SEC regarding the allocation of co-investment 
opportunities.  Finally, it concludes with a few questions about what 
may happen in the future.

2 Co-Investing in Context

Deal-by-deal co-investing

Although co-investing takes many forms, at present the most 
prevalent type of mediated co-investing involves a GP of a blind-
pool private equity fund (“primary fund”) offering selected LPs an 
opportunity to invest in a portfolio company alongside the primary 
fund on a one-off basis through a single-asset co-investment fund.  
LPs who participate in a co-investment fund receive exposure 
to a specific portfolio company, often with reduced or waived 
management fees and performance fees.
Features.  A typical co-investment fund:
■ is controlled by the GP; and
■ relies on the GP (not the LPs) to source, acquire, manage and 

dispose of its investment.4

Purpose.  Co-investment funds are often raised when:
■ the primary fund’s available capital is in short supply (e.g. 

during its fundraising period or when nearing the end of its 
investment period); or

■ the size of the target opportunity is inappropriate for the 
primary fund (e.g., when the scale of the investment would 
(a) create risks that outweigh the benefits to the primary 
fund or (b) cause the primary fund to exceed its contractual 
concentration restrictions).

The decline of “club deals” and the rise of co-investing: a 
brief history

As recently as the early 1990s, many considered co-investing 
a “niche market.”5  What explains its relatively rapid rise in 
popularity?  One contributing factor appears to have been GP 
dissatisfaction with “club deals,” arrangements in which multiple 
private equity firms would band together to acquire large target 
opportunities.  Club deals lost favour among some GPs in part due 
to concerns about potential allegations of collusion.6  In addition, 
many club deals suffered governance difficulties during the global 
financial crisis due to disagreements within GP club groups.7  The 
financial crisis also escalated club deal concerns among LPs, many 
of whom were exposed to the same poorly-performing assets across 
multiple portfolio funds due to overlapping deals.8  The result was an 
environment in which: (a) GPs, deprived of club deal capital, needed 
the funding that LPs could provide in order to continue making large 
acquisitions, and (b) LPs, stung by the downturn and still suffering 
the consequences of unintended portfolio concentration, wanted 
lower-fee investment options and greater deal-by-deal control over 
at least a portion of their portfolios.
As the co-investment trend took shape, commentators noted that it 
represented a fundamental shift in the funding ecosystem: a model 
in which transactions were led by a consortium of experienced 
non-affiliated GPs was supplanted by a model in which the same 
acquisitions were made by a single GP alongside its existing or 
prospective clients, many of whom had less expertise than a typical 
GP.9

The benefits of co-investing

The factors that initially catalysed the co-investment trend, along 
with an assortment of other appealing characteristics, sustained the 
popularity of co-investing after the financial crisis had subsided.  
Industry observers have cited a range of potential benefits that may 
accrue to GPs and LPs when they co-invest with one another.

Goodwin Procter LLP Michael D. Saarinen

Private Equity Co-Investing: 
Emerging Trends and 
Regulatory Developments
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a central theme of the Advisers Act: the importance of identifying 
conflicts of interest and then either eliminating them or at least 
mitigating and disclosing them.21  Areas of potential co-investing 
conflicts include:
■ Allocation of expenses.  For example, a GP may have 

incentives to allocate co-investment transaction expenses 
between a primary fund and co-investment funds in ways that 
benefit the GP.  

■ Allocation of co-investment opportunities.  For example, a GP 
may have incentives (a) to allocate an excessive amount of an 
investment opportunity to a co-investment fund, reducing the 
primary fund’s participation in a manner inconsistent with 
its best interest22 or (b) to make primary fund investments to 
support a co-investment business.23

The SEC’s actions involving co-investment expense allocations 
have recently generated a great deal of attention and commentary.24  

This chapter will examine the SEC’s views on the allocation 
of co-investment opportunities, a topic that also merits further 
consideration.

Initial SEC commentary and market response

The SEC called attention to investment allocation issues several 
times in 2013 and 2014.
■ December 2013.  Andrew Bowden, then director of the 

OCIE, noted that “preferential treatment in the allocation of 
[...] co-investment opportunities for favored clients” would 
be an area of focus for OCIE examiners.25

■ January 2014.  OCIE published its examination priorities 
for 2014, which stated that the SEC staff would “conduct 
examinations focused on conflicts of interest” inherent 
in certain investment adviser business models, including 
conflicts involving “the allocation of investment 
opportunities.”26

■ May 2014.  Andrew Bowden noted that recent presence 
exams found a deficit of “protocols for mitigating certain 
conflicts of interest, including investment and co-investment 
allocation.”27

These statements, among others, led to speculation that the SEC 
might mandate specific formulas governing how co-investment 
opportunities are allocated among LPs.  A few GPs feared a 
“nightmare” scenario in which all LPs are deemed to have an equal 
entitlement to co-investments.28  Certain commentators on the 
LP side of the aisle made similar forecasts.  For example, a 2015 
Cambridge Associates report predicted “equal access for all LPs to 
co-investment opportunities, benefitting those with an established 
co-investment evaluation and approval process.”29  In addition, 
some observers suggested a GP’s fiduciary duty might require that 
it give first priority co-investment rights to LPs in its primary fund 
unless it believes it is in their best interests to give such rights to 
third parties.30

Additional SEC commentary: downplaying formulas and 
emphasizing disclosure

Further comments from SEC staff helped address initial concerns 
about prescriptive allocation requirements.
■ Concerns about a fiduciary duty to give LPs co-investment 

priority were addressed in January 2014, when Igor 
Rozenblit, then a private equity asset specialist in the asset 
management unit of the SEC’s enforcement division, said, 
“A lot of people ask [...], ‘what is my fiduciary duty to my 
investors with respect to co-investment allocation?’  I’ll give 
you my opinion [...] – I’m not sure there is one.”31

For GPs, co-investing may:
■ boost buying power to close large deals;
■ spread risk without diluting control;10

■ reduce reliance on banks for financing;
■ serve as a carrot to attract commitments at a primary fund’s 

first closing;
■ attract large LPs seeking differentiated products;
■ deepen working relationships with strategic LPs;11

■ defuse LP pressure to reduce primary fund fees;
■ keep funds below the Employee Retirement Income Security 

Act’s “common control group liability” threshold;12

■ add additional points of view to help evaluate prospective 
investments; and13

■ allow carried interest to be taken on a deal-by-deal basis.
For LPs, co-investing may:
■ diminish blended expenses due to reduced or waived 

management fees and performance fees;14

■ provide improved expense transparency;15

■ enable rapid deployment of capital, unaccompanied by 
ongoing drawdown obligations;16

■ provide greater flexibility for dynamic management of 
exposures and risks;

■ offer opportunities to develop in-house expertise by working 
alongside a GP;

■ generate favourable returns (under the right circumstances);
■ improve understanding of a GP’s investment process;
■ encourage GPs to develop more consistent and robust due 

diligence procedures;17 and
■ provide an outlet to deploy excess dry powder alongside a 

trusted GP.18

3 Private Equity: Evolving U.S. Regulatory 
Climate

The era of SEC registration

In recent years, the co-investment market – along with the rest of 
the private equity industry – has felt the shockwaves of profound 
regulatory change.19  Since the passage of the Dodd-Frank Act in 
2010, private equity firms have been required to register with the 
SEC under the Investment Advisers Act of 1940 (“Advisers Act”).  
Previously, most private equity GPs operated largely outside the 
view of the SEC.20  The transition to widespread registration ushered 
in a new era of intense SEC scrutiny of the industry.  The SEC’s 
Office of Compliance Inspections and Examinations (“OCIE”) 
conducted a multi-year examination initiative focused on gathering 
information about the internal operations of a broad cross-section of 
newly-registered GPs, in some cases making referrals to the SEC’s 
Division of Enforcement for investigation and possible enforcement 
action.  Compliance has become a critical concern for private equity 
GPs, with the industry now carefully monitoring SEC developments 
in order to anticipate and address hot-button issues.

4 SEC Spotlight on Allocation of Co-
Investment Opportunities

Co-investing conflicts: an overview 

The SEC’s statements on private equity matters have emphasized 
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However, it should be noted that there are other effective ways for 
GPs to manage Anti-Fraud Rule risk that do not require that they 
sacrifice their ability to manage co-investment allocations in a 
flexible and private manner.  For example, many GPs reduce the 
likelihood of allocation-related LP misunderstandings by providing 
LPs with upfront allocation disclosure rather than by means of 
ongoing notifications or rigid allocation policies.37  Such disclosures 
typically state, among other things, that (1) a GP has full discretion 
over co-investment allocations (2) the default is that there are no LP 
co-investment rights, and (3) any LP co-investment rights must be 
formally granted.  The advance disclosures may include a statement 
to the effect that an LP who desires to co-invest or cross-invest, 
but has not been granted specific co-investment or cross-investment 
rights, must assume that no such rights exist.

5 A Look Ahead

The co-investment market continues to evolve, raising a number of 
interesting questions to be answered in the years ahead:
■ What further pronouncements (if any) will the SEC make on 

co-investment allocations?
■ Will additional industry norms develop around co-investment 

offerings and disclosure, e.g., (i) offering process and 
timing, (ii) level of LP access to due diligence materials and 
counterparties, and (iii) marketing material content?

■ Will the relative simplicity of hard-wired blind-pool co-
investment funds (also known as “over-allocation funds” or 
“side-car funds”) lead to a rise in their popularity?

■ Will legal and regulatory developments lead to a revival of 
club deals?

■ What steps will LPs take to enhance their co-investment 
capabilities?  Will overall trends favour engagement with 
third-party consultants or the development of in-house talent?

■ How will the growing body of co-investment performance 
data influence market activity?38

Although much remains uncertain, it is likely that investments outside 
of classic private equity fund structures will account for a growing 
share of private equity fundraising in 2016 and beyond.  As more 
LPs gravitate toward non-traditional options such as co-investments, 
direct investments and separate accounts, the SEC’s interest in this 
area of the private equity sector can be expected to persist.
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Weekly (14 January 2013).  However, further uncertainty was 
introduced due to a subsequent decision by the U.S. District 
Court for the District of Massachusetts that aggregated two 
related funds for purposes of such threshold.  Sun Capital 
Partners III, LP v. New Eng. Teamsters & Truckers Indus. 
Pension Fund, 2016 WL 1239918 (D. Mass., 28 March 2016).  
At the time of writing, the long-term consequences of the 
decision are uncertain. Some observers predict an increase in 
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25. “RCA Symposium Offers Perspectives from Regulators and 
Industry Experts on 2014 Examination and Enforcement 
Priorities, Fund Distribution Challenges, Conducting Risk 
Assessments, Compliance Best Practices and Administrator 
Shadowing (Part Two of Three),” The Hedge Fund Law 
Report (19 December 2013).

26. SEC National Examination Program Priorities 2014 (9 
January 2014).

27. Andrew J. Bowden, SEC Office of Compliance Inspections 
and Examinations, “Spreading Sunshine in Private Equity,” 
Speech (6 May 2014).

28. Dawn Lim, “Firms Say New SEC Scrutiny May Further 
Complicate Co-Investments,” The Wall Street Journal 
(25 July 2014).  (“[N]ot all of a firm’s clients seek out co-
investment rights in the first place.  ‘To have to go out to 
everybody would be a nightmare.’”)
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30. See Lily Chang, “Co-Investments in the Hedge Fund Context: 
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